University of Mississippi

eGrove
Statements of Position

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1985

Omnibus proposal of interpretations and rulings: Proposed
interpretation 302-1: Meaning of the phrase "The Findings of
Governmental Agencies" as stated in Rule 302 of the Rules of
Conduct, Proposed interpretation 101-10: The effect on
independence of relationships proscribed by Rule 101 with
nonclient entities included with a member's client in the financial
statements of a governmental reporting entity, Ruling No. 63
under ET section 191: Review of prospective financial
information--Member's independence of promoters, Ruling No. 64
under ET section 191: Joint investment with a Promoter or
general partner;Proposed interpretation 302-1: Meaning of the
phrase "The Findings of Governmental Agencies" as stated in Rule
302 of the Rules of Conduct;Meaning of the phrase "The Findings
of Governmental Agencies" as stated in Rule 302 of the Rules of
Conduct;Proposed interpretation 101-10: The effect on
independence of relationships proscribed by Rule 101 with
nonclient entities included with a member's client in the financial
statements of a governmental reporting entity;Effect on
independence of relationships proscribed by Rule 101 with
nonclient entities included with a member's client in the financial

statements of a governmental reporting entity,The;Ruling No. 63
under ET section 191: Review of prospective financial
information--Member's independence of promoters;Ruling No. 64
under ET section 191: Joint investment with a Promoter or
general partner; Exposure draft (American Institute of Certified
Public Accountants), 1985, May 17
American Institute of Certified Public Accountants. Professional Ethics Executive Committee

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_sop
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Professional Ethics Executive Committee, "Omnibus
proposal of interpretations and rulings: Proposed interpretation 302-1: Meaning of the phrase "The
Findings of Governmental Agencies" as stated in Rule 302 of the Rules of Conduct, Proposed
interpretation 101-10: The effect on independence of relationships proscribed by Rule 101 with nonclient
entities included with a member's client in the financial statements of a governmental reporting entity,
Ruling No. 63 under ET section 191: Review of prospective financial information--Member's independence
of promoters, Ruling No. 64 under ET section 191: Joint investment with a Promoter or general
partner;Proposed interpretation 302-1: Meaning of the phrase "The Findings of Governmental Agencies"
as stated in Rule 302 of the Rules of Conduct;Meaning of the phrase "The Findings of Governmental
Agencies" as stated in Rule 302 of the Rules of Conduct;Proposed interpretation 101-10: The effect on
independence of relationships proscribed by Rule 101 with nonclient entities included with a member's
client in the financial statements of a governmental reporting entity;Effect on independence of
relationships proscribed by Rule 101 with nonclient entities included with a member's client in the
financial statements of a governmental reporting entity,The;Ruling No. 63 under ET section 191: Review of
prospective financial information--Member's independence of promoters;Ruling No. 64 under ET section
191: Joint investment with a Promoter or general partner; Exposure draft (American Institute of Certified
Public Accountants), 1985, May 17" (1985). Statements of Position. 481.
https://egrove.olemiss.edu/aicpa_sop/481

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Statements of Position by an
authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.

EXPOSURE DRAFT
OMNIBUS PROPOSAL OF INTERPRETATIONS
AND RULINGS
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Herbert A. Finkston, Professional Ethics Division
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775
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This exposure draft has been sent to
• practice offices of CPA firms
• members of AICPA Council and technical committee
chairmen
• state society and chapter presidents, directors, and
committee chairmen
• organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities
• persons who have requested copies

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775(212)575-6200

May 17,1985
The AICPA Professional Ethics Executive Committee is issuing this exposure draft containing two proposed interpretations and two proposed rulings regarding the application of the code of ethics for review
and comment by members and other interested parties. Copies of these proposed pronouncements and an
explanatory preface to each are included.
It should be noted that a summary does not accompany this omnibus exposure draft. The diversity of
material precluded use of a single summary at the beginning of the exposure draft; rather, the type of
information that a summary contains is included in the "Explanation" preceding each proposed interpretation or ruling. It is believed that the reader will thus be able to consider the proposed pronouncements
with clearer focus on the particular issues.
If the proposed interpretations and rulings are approved for publication by the Professional Ethics Executive Committee after the exposure period is concluded and comments are evaluated, each pronouncement
will become effective on the last day of the month in which it is published in the Journal of Accountancy.
Comments or suggestions on these proposed pronouncements will be appreciated. Responses should be
typed on the appropriate page in the enclosed mailer. They must be received at the AICPA by August 15,
1985. All written replies to this exposure draft will become part of the public record of the AICPA and will
be available for inspection at the office of the AICPA after September 30, 1985, for a period of one year.
Please send comments to
Herbert A. Finkston
Professional Ethics Division
AICPA
1211 Avenue of the Americas
New York, N.Y. 10036-8775
Sincerely,

Leonard A. Dopkins
Chairman
AICPA Professional Ethics Executive Committee

Herbert A. Finkston
Director
Professional Ethics Division

PROPOSED INTERPRETATION 302-1
EXPLANATION
Rule 302 of the Rules of Conduct provides that "professional services shall not be offered or rendered
under an arrangement whereby no fee will be charged unless a specified finding or result is attained, or
where the fee is otherwise contingent upon the findings or results of such services."
Rule 302 also provides that, in tax matters, fees are not regarded as being contingent "if determined
based on the results of judicial proceedings or the findings of governmental agencies." A number of
inquiries have been received by the AICPA's Professional Ethics Division regarding the meaning of the
phrase "findings of governmental agencies" as used in rule 302; consequently, this interpretation is
being proposed as a clarification of that phrase.
It is the position of the Professional Ethics Executive Committee that a "finding of a governmental
agency" in tax matters results from the settlement of a controversy with the appropriate government
agency. A controversy does not involve the preparation of original tax returns, amended tax returns,
claims for refunds, and requests for private letter rulings. A "finding of a governmental agency" would
involve, for example, an administrative proceeding conducted by the agency.
Therefore, the receipt of a refund check from a government agency as a result of filing an original or
amended return or a claim for refund would not be a finding of a government agency, and a fee based on
the amount of the refund would be a contingent fee. A fee is not contingent under rule 302 in tax matters,
as when, for example, a deficiency is assessed by the government agency and subsequently reduced as a
result of an administrative proceeding conducted by the agency, and the fee is based on the reduction of
the deficiency.

PROPOSED INTERPRETATION 302-1
Meaning of the Phrase
"The Findings of Governmental Agencies"
as Stated in Rule 302 of the Rules of Conduct
Rule 302 of the Rules of Conduct provides that fees are not regarded as being contingent "in tax matters,
if determined based on the results of judicial proceedings or the findings of governmental agencies."
For the purposes of rule 302, in tax matters the phrase "the findings of governmental agencies" refers to
the resolution of a controversy with a governmental agency and does not refer to the preparation of
original returns, amended returns, claims for refund, and requests for private letter rulings.
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PROPOSED INTERPRETATION 101-10
EXPLANATION
The current exposure draft of the proposed AICPA Audit and Accounting Guide, Audits of State and
Local Governmental Units, dated October 19, 1984, refers to Statement 3 of the National Council on
Governmental Accounting (NCGA) titled "Defining the Governmental Reporting Entity." The exposure draft states that NCGA Statement 3, by defining the "reporting entity" for government financial
reporting purposes, has created a significant increase in the number of situations in which more than one
auditor is involved in auditing parts of the financial statements of a reporting entity. That raises questions
about reliance on other auditors and independence.
The exposure draft also says the following: "NCGA Statement 3 requires the financial statements of
many agencies, organizations, and authorities (component units) previously considered autonomous to
be combined with the financial statements of another governmental unit (oversight unit) to form a
reporting entity. The above situation leads to questions about the need for independence of component
unit auditors from other component units included in the reporting entity that the auditor has not
audited."
Proposed Interpretation 101-10 requires a member issuing a report on the combined financial statements of a governmental reporting entity to be independent of the oversight entity and each of the component units included in the report. Likewise, the interpretation requires a member issuing a report on
a component unit that is material to the reporting entity to be independent of the oversight entity and
each of the other component units; this is required because the material component units included in
the reporting entity financial statements are subject to significant influence from the oversight entity.
The auditor of a nonmaterial component unit need be independent only of that component unit. (For the
purpose of this interpretation, it is presumed that all component units included in the entity's financial
statements are material unless the member can demonstrate otherwise.)
Finally, the interpretation points out that a member expressing an opinion on the financial statements of
a governmental reporting entity should take reasonable steps to confirm the independence of auditors of
component units in accord with SAS No. 1, AU Section 543.
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PROPOSED INTERPRETATION 101-10
The Effect on Independence of
Relationships Proscribed by Rule 101
With Nonclient Entities Included With a Member's Client
in the Financial Statements of a Governmental Reporting Entity
Rule 101, "Independence," provides, in part, the following: "A member or a firm of which he is a partner
or shareholder shall not express an opinion on financial statements of an enterprise unless he and his firm
are independent with respect to such enterprise. Independence will be considered to be impaired if, for
example: (A) During the period of his professional engagement, or at the time of expressing his opinion,
he or his firm . . . had or was committed to acquire any direct or material indirect financial interest in the
enterprise. . . . (B) During the period covered by the financial statements, during the period of the
professional engagement, or at the time of expressing an opinion, he or his firm. . . was connected with
the enterprise . . . in any capacity equivalent to that of a member of management. . . ."
This interpretation deals with the effect on the appearance of independence of members having a relationship of a type specified in rule 101 with nonclients that are related in various ways to clients in the
state and local governmental sector.
Under Statement 3, "Defining the Governmental Reporting Entity," by the National Council on Governmental Accounting (NCGA), financial statements should be issued for the governmental reporting
entity, which consists of the combined financial statements of an oversight entity and one or more component unit entities. The basic criterion for including an entity as a component unit in a governmental
reporting entity for general-purpose financial statements is the exercise of oversight responsibility for
such units by the oversight entity. Oversight responsibility is derived from the oversight entity's significant influence on the component unit and includes, but is not limited to, financial interdependency,
selection of governing authority, designation of management, ability to significantly influence operations, and accountability for fiscal matters.
Since the provisions of NCGA Statement 3 indicate that it need not be applied to immaterial items, it is
presumed, for purposes of this interpretation, that all component units included in the governmental
reporting entity's financial statements were included because they are material to the reporting entity,
unless the member can demonstrate otherwise.
Therefore, because the oversight entity can exercise significant influence over the component units
included in the reporting entity financial statements, rule 101 is applicable and requires a member issuing a report on the combined financial statements of a governmental reporting entity to be independent
of the oversight entity and of each component unit included in the reporting entity financial statements.
Similarly, a member who is the auditor of a material component unit, but is not the auditor of the oversight entity, should be independent of the oversight entity and each of the other component units
because of the significant influence of the oversight entity over all the component units.
However, a member who is the auditor of an immaterial component unit need be independent of only
that component because it is immaterial to the reporting entity. If this same member also audited other
immaterial component units which, when aggregated, are material to the reporting entity, the member
should be independent of the oversight entity and of the component units that the member audits and all
other component units included in the financial statements of the reporting entity.
A member expressing an opinion on the financial statements of a governmental reporting entity should
take reasonable steps to seek satisfaction concerning the independence of auditors of component units.
(See AU Section 543.)
This interpretation is effective for engagements commenced after
tion is encouraged.
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; however, earlier applica-

RULING NO. 63 UNDER ET SECTION 191
EXPLANATION
The growing activity among members and their firms in reviewing or compiling prospective financial
information has created a need to clarify and answer the questions being raised about the application of
independence requirements to the association of a member's name or the name of a member's firm with
prospective financial information — for example, information used in an offering or placement of securities or other financial interests.
Considerable guidance is available under rule 101 for evaluating independence when an audit of an
entity's financial statements is involved. However, there is little guidance to evaluate whether a member
and his or her firm would be considered independent to review or compile prospective financial information for a new entity if they are not independent of the promoters in control of the organizing effort.
The AICPA Professional Ethics Division has developed proposed Ruling No. 63, "Review of Prospective
Financial Information—Member's Independence of Promoters," to clarify the independence requirements and provide guidance in applying them. Proposed Ruling No. 63 requires a member and a member's firm to be independent (as described in rule 101) of each promoter and of the new entity in order to
be considered independent for purposes of being associated with a review or compilation of prospective
financial information or of providing other attest services requiring independence.
The definition of a promoter is provided for guidance. Generally speaking, a promoter is a person or
entity that takes an active role in organizing the new entity and thereby has significant influence or
control over the prospective financial information for the new entity upon which a member or his or her
firm may be asked to report. A broker or sales agent of financial interests that acts only in that capacity
and does not otherwise take part in organizing the entity is not a promoter. A person or entity that
receives 10 percent or more of a class of securities issued or receives proceeds from financial interests
sold solely in consideration of property conveyed with no participation in organizing activities is also not
a promoter. Frequently, the general partner will be considered a promoter — but continuing significant
influence over the new entity (for example, that of a general partner) is not a prerequisite for designation
as a promoter.

RULING NO. 63 UNDER ET SECTION 191
Review of Prospective Financial
Information — Member's Independence of Promoters
Question — Are a member and his or her firm considered to be independent for the purpose of reviewing or compiling an issuer's prospective financial information to be used in connection with an offering or
placement of securities or financial interests if the member or the member's firm is not independent
with respect to each related promoter?
Answer — A member or firm would not be considered to be independent for this purpose unless the
member and his or her firm are independent with respect to each promoter and the issuer itself.
Definition of "Promoter" — For purposes of the Rules of Conduct, a promoter is any person or entity
that, acting alone or in conjunction with one or more persons or entities, directly or indirectly takes
initiative in organizing a venture or enterprise or that, in connection with organizing a venture or enterprise, directly or indirectly will receive, in consideration of services or property or both, 10 percent or
more of the proceeds of investments in the venture or enterprise. Whether or not an individual or entity
is an investor or is otherwise in a position to exercise continuing significant influence over the venture or
enterprise (for example, as a general partner) is not significant in deciding whether such an individual or
entity is a promoter. On the other hand, an individual or entity that acts only as a broker or sales agent of
financial interests in the entity and does not otherwise take part in organizing the entity is not a promoter.
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RULING NO. 64 UNDER ET SECTION 191
EXPLANATION
The AICPA Professional Ethics Division receives a number of inquiries from members concerning the
independence requirements of rule 101 with respect to a member's business investments in limited
partnerships controlled by a promoter or general partner associated with other entities that are either
audit clients or clients for whom the member or the member's firm provides some other attest service
requiring independence.
Ruling No. 62 under ET Section 191 provides guidance for joint investments when both the member
and client are limited partners but does not focus on the relationship that involves the client (or an officer, director, or principal owner thereof) functioning as the promoter or general partner. Interpretation
101-8, ET Section 101, also does not specifically focus on this relationship or on partnerships in general,
but some of the concepts are similar.
Proposed Ruling No. 64, "Joint Investment With a Promoter or General Partner," has been developed
by the AICPA Professional Ethics Division to clarify independence requirements and thereby assist
members in applying them. The proposed ruling provides an example to illustrate that a member's limited-partnership investment in a nonclient limited partnership controlled by the same promoter or general partner as his or her audit (or other attest service requiring independence) client limited
partnership would cause the member firm's independence to be subject to question and therefore to be
impaired.
The dominant position of a promoter or general partner in a limited partnership provides an exceptional
ability to control the partnership and to influence a limited partner's investment. Thus, if a member's
investment is subject to significant influence from the same promoter or general partner through a
related partnership being audited (or other attest services requiring independence being provided) by
the member or member's firm, the expectation for professional judgment, objectivity, integrity, and
independence from the member or member's firm appears vulnerable to compromise, and the appearance of independence would be questionable.
The proposed ruling proscribes such material (to the member's net worth) and immaterial member
investments in limited partnerships with audit (or other attest services requiring independence) clients
(or an officer, director, or principal owner thereof).

RULING NO. 64 UNDER ET SECTION 191
Joint Investment With a Promoter or General Partner
Question — A privately held entity functions as a promoter of a closely held real-estate limited partnership and is the general partner in Limited Partnerships A and B. A member firm has been asked to
provide an attest service, requiring independence, for a new Limited Partnership C with the same promoter or general partner. The member firm does not audit the privately held entity or Limited Partnerships A and B. One of the firm's partners has an immaterial (to the partner's net worth) limited
partnership interest in Limited Partnership A. Would the member firm be independent for purposes of
providing services to Limited Partnership C?
Answer— Independence of the member firm would not be impaired with respect to Limited Partnership C provided the partner's investment in Limited Partnership A was acquired prior to the establishment of the client relationship with Limited Partnership C and is immaterial to the partner's net worth.
However, any partner investments in related partnerships that were acquired subsequent to the establishment of the client relationship with Limited Partnership C would impair the member firm's independence with respect to Limited Partnership C, whether or not the investment is material to the
partner's net worth. The partner's subsequent investment in a related partnership would impair the
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member firm's independence with respect to the promoter or general partner and each affiliated limited
partnership. The related partnerships are affiliates controlled by the promoter or general partner entity;
therefore, a subsequent investment therein, whether or not material, would impair independence.
See Ruling No. 63 for the definition of the word "promoter."
(For those members owning investments of the type described above on the ruling's regular effective
date, this ruling becomes effective on
)
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